March 27, 2000

A. KEITH STRANGE
VICE PRESIDENT, PURCHASING AND MATERIALS

SUBJECT: Transmittal of Audit Report — Commercial Air Carrier Performance:
Payment for Ground Handling Services
(Report Number TR-AR-00-006)

This is the third of three reports resulting from our audit of commercial air carrier
performance conductied at the request of the chief operating officer (Project Number
99PA023TRO0Q). The audit revealed the Postal Service was paying commercial
airlines for ground handling services performed by postal employees. We provided
three recommendations to correct the problems identified in this report and potentially
save approximately $28 million (over a five-year period) by adjusting the contract rate.

Management generally agreed with the report findings and recommendations, but
planned to delay concurrence on the estimated cost savings until contract specifications
for the upcoming 2001 Air Systems contract are reevaluated.

We appreciate the cooperation and courtesies provided by your staff durini the audit. If

ou have guestions or need additional information, please contact
h or me at (703) 248-2300.

ISIGNED/

Robert L. Emmons

Acting Assistant Inspector General
for Performance

Attachment

cc: Clarence E. Lewis, Jr.
John E. Potter
Sylvester Black
J. Dwight Young
Anthony M. Pajunas
John R. Gunnels
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EXECUTIVE SUMMARY

Introduction This is the third of three reports resulting from our audit of
commercial air carrier performance.! The chief operating
officer requested that we review air carrier performance
because carriers have not been meeting expected on-time
delivery targets established by the Postal Service's Air
Systems contract. In fiscal year (FY) 1999, the national
average score for on-time performance was 60 percent, as
reported by the Postal Service.

This report presents our assessment of ground handling
services performed by postal employees at 17 airport mail
centers/facilities. A list of these locations is provided in
Appendix A.

AR

Results in Brief The Postal Service incurred over $5.6 million in £Y 1999 for
ground handling services? performed by postal employees
at 17 airport mail centers/facilities that commercial air
carriers were paid to provide. Although the Air Systems
contract requires air carriers to unload the mail at delivery
points, the Postal Service changed these procedures
through local agreements at 17 locations. At 14 of these
locations, agreements were verbal and at 3 sites
agreements were in writing.> Postal managers indicated
revised delivery procedures were needed because air
carrier service had been unreliable and poorly designed
induction systems made it difficult for air carriers to unload
the mail.

Although the Postal Service assumed responsibility for
unloading the mail at the 17 airport mail centersfacilities,
comesponding adjustments to the contract rate for these
services were not made. While the original terms of the Air
Systems contract allows alternate delivery procedures to be
negotiated, it does not provide for rate adjustments when
tender or delivery changes are made through local

! The first report, Commercial Air Camier Performance: Performance Measurement System, addressed the reliability
of the performance measurement system used to evaluate air carriers. The third report will address the effectiveness
of the Alr Systems contract In improving alr carrier performance.

Ground handling services consist of the loading and unloading of mal! at origin and destination postal facilities and
serting the mail by flight.
? The three sites that had written agreements were Philadeiphla, Los Angeles, and Indianapolis. Howsver the
Philadelphia agreement did not address delivery procedures.
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agreements. As a result, the Air Systems contract is in
conflict with the Postal Service's Purchasing Manual, which
requires fair and reasonable contract pricing.

Obligating the Postal Service to reimburse carriers for
services not performed does not constitute fair and
reasonable pricing. While the Air Systems contract makes
no rate adjustments for changes in delivery procedures,
paying for services not performed is a waste of postal funds
and constitutes ineffective financial management. With the
Air Systems contract coming up for renewal in

September 2000, the Postal Service has an opportunity to
save approximately $28 million over the next five years by
adjusting the contract rate by the cost for postal employees
to perform these services.

Summary of In negotiating the terms of the new Air Systems contract, we

Recommendations recommend the vice president of Purchasing and Materials
determine the contract value for delivery services, reduce
the contract rate where postal employees are unloading the
mail, and eliminate provisions that prohibit contract rate
adjustments when service changes occur.

Summary of Management generally agreed with our findings and
Management’s recommendations but delayed concurrence on estimated
Comments cost savings. Specifically, they sent existing specifications,

which include the value of delivery services, to the area
offices for updating, and will make any necessary changes
at that time. Although management did not totally agree
with the estimated cost savings, they agreed to give special
attention to the cost of delivery services performed by postal
employees in the upcoming 2001 Air Systems contract, and
determine cost savings at that time. Management also
planned to reevaluate, and if necessary, eliminate any
provision that prohibits contract adjustments in the 2001 Air
Systems contract.

Overall Evaluation of Management's comments were generally responsive to our

Management’s findings and recommendations, and planned actions should

Comments correct the issues identified in this report. While
management did not fully agree with our estimated savings
resutting from reducing the contract rate for services
performed by postal employees, they plan to give special
attention to this area in setting the rate for the 2001 Air
Systems contract.
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INTRODUCTION

Background Under the Air Systems contract the Postal Service pays
commercial air carriers approximately $.31 a pound to
transport Priority Mail and First-Class Maii. Approximately
two-thirds of this rate covers ground handling costs and
one-third covers line haul services between origin and
destination airport mail centers/facilities. Ground handling
includes loading and unloading mail at origin and
destination postal facilities and sorting the mail by flight.
Line haul comprises the flight itself.

The Air Systems contract requires air carriers to deliver mail
to postal airport mail centers/facilities and unload it onto the
Postal Service's mail transport equipment and/or induction
belt system. The contract also allows the Postal Service to
change delivery arrangements through local agreements.
According to the Air Systems contract, the Postal Service
has agreed to offload the mail at 17 of 79 airport mail
centersffacilities.

The Air Systems contract expires in September 2000, and
the Postal Service is currently negotiating the renewal of
this contract.

Objective, Scope, and Our overall objective was to assess whether the delivery

Methodology and ground handling provisions of the Air Systems contract
were in the Postal Service's best interest. To accomplish
this objective, we reviewed the Air Systems contract and
local agreements, interviewed headquarters contracting
officials, and analyzed the Postal Service’s costs to unload
mail at airport mail centers/facilities. We also visited three*
airport mail centers/facilities that had local agreements and
interviewed plant managers at these locations.

This audit was conducted from May 1999 through

March 2000 in accordance with generally accepted
government auditing standards and included tests of
internal controls as were considered necessary under the
circumstances. We discussed our findings with appropriate
management officials and included their comments, where
appropriate.

4 Sites visited included Baltimore, Chicago. and Philadelphia Alrport Mail Centers/Facilities.
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AUDIT RESULTS

Payment for Ground
Handling Services

The Postal Service incurred over $5.6 million in FY 1999 for
ground handling services performed by postal employees at
17 airport mail centers/facilities that commercial air carriers
were paid to provide. Although the Air Systems contract
requires air carriers to unload the mail at delivery points, the
Postal Service changed these procedures through local
agreements at 17 locations. At 14 of these locations
agreements were verbal and at 3 sites agreements were in
writing.

The Postal Service primarily used existing staff o unload
the mail at the 17 delivery points. However, one location
increased staffing and another contracted out these
services.” Based on postal estimates, the cost to the Postal
Service to unioad the mail was approximately $5.6 miilion in
FY 1999, as shown in appendix A.

Postal managers indicated revised delivery procedures
were needed because air carrier service had been
unreliable, and in some cases, ineffective induction systems
made it difficult for carriers to unload the mail. For example,
at one location® we found the induction belt system
congested and unable to efficiently handle the volume of
mail delivered by the air carriers.

Although the Postal Service assumed responsibility for
unloading the mail at the 17 airport mail centers/facilities,
corresponding adjustments to the contract rate for these
services were not made. While the original terms of the Air
Systems contract allows alternate delivery procedures to be
negotiated, it does not provide for rate adjustments when
tender or delivery changes are made through local
agreements. Therefore, the terms of the Air Systems
contract obligate the Postal Service to reimburse carriers
the contract rate, even though postal employees perform
some ground handling services. As a result, the Air
Systems contract is in conflict with the Postal Service's
Purchasing Manual governing contract pricing. Under the
Purchasing Manual, when determining contract prices and
pricing modifications, the Postal Service must ensure

5 Los Angeles Airport Mail Center Increased staffing and the Seattle Airport Maill Center contracted these services out

at an annual cost of $1.5 million.

® The Philadeiphia Airport Mail Center had an inefficient induction bett system.
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contract prices are fair and reasonable. Obligating the
Postal Service to reimburse carriers for services not
performed does not constitute fair and reasonable pricing.

According to contracting officials, the Air Systems contract
was constructed to aliow postal employees to unload the
mail with no financial consequences to the air carriers.
Because delivery inefficiencies were primarily attributable to
ineffective postal induction belt systems, postal officials
believed that offloading the mail would give the Postal
Service better leverage, improved service, and less
congestion within the facilities. However, paying for
services not performed is a waste of postal funds and
constitutes ineffective financial management.

The pending renewal of the Air Systems contract presents
the Postal Service with an opportunity to change the
provisions of the contract govermning the payment of delivery
services not performed by the air carriers. VWe believe the
Postal Service can save approximately $28 million over the
next five years by reducing the Air Systems contract rate
where postal employees are performing delivery services for
air carriers.

Recommendation

In negotiating the terms of the new Air Systems contract, we
recommend the vice president of Purchasing and Materials:

1. Enter into discussions with the air carriers to determine
the contract value for delivery services under the Air
Systems contract.

Management’s
Comments

Management agreed with the findings and recommendation
and asked area offices update existing specifications, to
include delivery service requirements. They plan to make
necessary updates in preparing for renewal of the 2001 Air
Systems contract.

Recommendation

2. Reduce the contract rate by the cost of delivery services
at those airport mail centers/facilities where postal
employees are unloading the mail.

Management's
Comments

Management disagreed, stating that although there may be
savings, rates should not be reduced for the current
confract. Such a rate reduction would open up the entire
population of over 300 air stop points around the country to
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examination. Management indicated that, in several
instances, airlines are doing more than what is catled for in
the contract. However, they plan to give special attention to
this area in setting the rate for the 2001 Air Systems
contract, and determine potential savings at that time.

Recommendation

TR-AR-00-006

3. Eliminate provisions that prohibit contract rate
adjustments when service changes occur in the new Air
Systems contract.

Management'’s
Comments

Management generally agreed with the recommendation.
They stated the contract adequately allows for rate
changes; however, they will reevaluate, and if necessary
eliminate provisions in negotiating the 2001 Air Systems
contract.

Evaluation of
Management's
Comments

Management's comments were generally responsive to our
findings and recommendations. Management’s planned
actions should comrect the issues identified in this report.
Management did not fully agree with the estimated savings
resulting from a reduced contract rate for services
performed by postal employees. However, they planned to
give special attention to this area when setting the rate for
the 2001 Air Systems contract and to determine actual cost
savings at that time. Further, aithough they believe the
current contract allows rate changes, management agreed
to reevaluate, and if necessary, eliminate provisions

prohibiting rate adjustments in the 2001 Air Systems
contract.
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APPENDIX A.
POSTAL SERVICE’S GROUND HANDLING

TR-AR-00-008

COSTS AT 17 AIRPORT MAIL CENTER/FACILITIES

Airport Mall Local
Center/Facility Agreement

Albany, NY Verbal
Baltimore, MD Verbal
Sacramento, CA Verbal
Buffalo, NY Verbal
Chicago, IL ™ Verbal
Dallas, TX "™ Verbal
Detroit, Mi Verbal
Grand Rapids, Mi Verbal
Greenville, SC Verbal
Indianapolis, IN Written
Los Angeles, CA Written
Philadelphia, PA Written
Portland, ME Verbal
San Diego, CA Verbal
San Francisco, CA Verbal
Seattle, WA *** Verbal
Syracuse, NY Verbal

Total Annual Cost

Projected savings over
the next 5 years:
S years x $5.6 miilion

*Cost based on approximate employee annual salary of $35,000 excluding benefits.
**Total taken from Decision Analysis Report for the Chicago Airport Mail Center.
***Total taken from Decision Analysis Report dated August 16, 1899,

****Cost taken from contract for Seatile Airport Mail Center.

Total FY 1999
Cost*

$ 152,250
210,000
105,000
210,000
680,800
521,858

78,750
35,000
94 500
70,000
315,000
805,000
70,000
105,000
525,000
1,585,965
70,000

$ 5,634,123

$28 million
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APPENDIX B.
MANAGEMENT'S COMMENTS

NATIONAL MAL TRANSPORTATION PLACHALING

LNITED STATES
POSTAL SERVE

February 29, 2000

RICHARD F, CHAMBERS
THRU. KEIMTH STRANGE

SUBJECT: Tranemitial of Drat Audil Report - Gommercial Ar Carrder Padormance
Paymant for Ground Handling Services
{Report Number TR-AR-00-DRAFT)

This i3 in response 1o the recornmewdationa contained I the subject report, deted January 31,
2000. The reporl racommentds a series of modificat.ons to the cortracts with commercial alr
carrigra o reduce the uniform rete to eiminale peyment for ground harding sarvices where the
FPostal Service erforms what migh! seem to be work that should or 18 normully perforned by the
cantractor &t some Girporls. .

fackground:

Dating bach to the ey eijities, the ratex for tramsporting maid in the domestic inarko! were
eatablished by the Civil Aarcnsutice Board (CAB). Tho CAB was cunsat In the mid-eighties, and
the Pes:a! Sarvice wert 1o tha compatitive markeipiace to purchase ranspariation services from
ths commarcia air carrers. This sgproach led to significant gorvico inilurns ond cost avernung in
thoxe markets whers one or two camiers wars domnam  Interaly, pastal nperstions routad el
basad on the price nar pound, without a claer sicture of tha operstional Imphcts that would ocewr
wnen ow pricad planes” bulkad ot The experiences of tha aerly aightios lad to tha
dovelopman! of the current unfform negottated raw environment.

Rovigw of ASYS 94-01 and ASYS §65-01 Rate Development Methodology

ASYS 94 ang 86 rates were develaped “frem scwratch” usihg & boltom-up medodadoyy. The
Postal Sorvice rotained the services ol PreWatirbouseCoopers (Pw(C) (then Price Walerhouse)
1o conduct a survey o determing comparatde conmmesclal frelght rates and split thess overall
rags nto lng-Hay| and lerminal componants using cusonornelic analysis. These base freight
rates were then adjusied o account for cost differences between mail and freight and to reflect
the mar's priority boarding xigtuy gver freight. The vurlous ground handiing and other aparabonal
variances we »lso considernd during the negolmtons procoss.

Raview of ASYS B7-01 and ASYS B804 Rale Adjustmant Msthodalogy

For the ASYS 97 and 08 cantracts, tha Postal Scrvien succes=fidly appllad a new appioach o
ceveloping fhe contrect. This approach adjustad tha cxistng rate for recent market and mail
characteriatics changes, mther ihan conducting & new rate survey and calctinting the now rates
from scrateh. As the curmant conirecl was set in place, the various opcrotional differsaces were
considared curing the negotining process

Alhoygh the recommangdations discusaad in itema 1 thraugh 3 w | be iteme of negatit.on in
future coniracts, the weighted net effed these type of opereting changes remaing lo bw ywwn. The
recommendations will bg evaluated during the contract negotiations tar ASYS-200-.

ATRL ORI T R T
WaggaTen DG 203054010
403-798-AT7?

FAL IO -TES-ANY
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2

The uniform rate, dating bach to ils ception in 1994, = not e highest nar lowest possibie rats
{rat the carriors could be peid using the shove enalysis and nagotating pracess. it represents an
agraament betwean the Postal Survica and a group of suppliars 1o perform work (iransportation
and ¢greuttd handling) at an agreed upon flasd rala. The rate reprasents 4 price the Postal
Servica pays far the movement of mel! by the commarcial carriers “aff things considersd.” As
prmvicualy menfonad. the varous ground handing ditferences wers dxcussad with posta feid
mprasantatives snd flnally with the carmer represuntatives. After muck discussion and some
modifications in tha rate, it was agreed thal 12 carlers wosd prov.de thelr services “all things
considered” ot a uniform rate. A Rey part of o agrewiend is (hat local pestal managers would
have he Naaibikty to form l0cal agreements 0 mest kwul o aling requirements.  1he negotaled
unifiTn T was implementad In the best nterest of the Postal Service with the Rexibiity of incal
Agreemanty clearty intended. As wa move forwad into a mere Neaibla aparsling and purdhasiog
envoament where we adjust the contract rate for local operetrg differenoes, & will ikely 'nereose
bottom ling cost to the Poated Barvies.

ASYS Condract Pricing Canllizty With Purchaaing Manust (PM) Pricing:

Although tho PM la designsd o promotg wniformady, it dees support 8 numbar of the ungue
requirements of irensporiation purchasing. Section 4.5.1.b Indicates thal in those cases where
thars 13 @ cantlic' batween that section and o:har parte af Ihe manual, 4.5.1.5 gove-us  Seclion
4 5.5.d1.(d] of the FM was specifically inserted to sugpert uniiorm rate contracia such s the
ASYE contracts. Given the intent and st-uctare of the PM, we cannat agree that thare is 2
confct.

1 Enter nitp decusainns with the air cariers to datarming the condract vahse for delvety ECHvIicCs
Jnder ihg Alr Systarms condract.

Razponse: Wa agras wilh the recommendation. and submit that tha solutiun Lo the
recommanziion I cumently underway a5 has besn our standard practice o fosire” ASYS
contracts. Loglatica has serd the existing specificulions 10 the Area asking for updated
requirements, which inciuds the specihic del.very service rayuirwrnants. Updates wil be
mada where necessary in sreparafion for the rev.sed Alr System Contract W be eftective
Fy 2001.

2. Reducs the cantract rate oy the cost of delhvery services al those airport mail centereaciklins
where postal emplayses are unlonding the mal,

: We de not sgrea. Although theo may be savings. wi oo nol agprae That
rékos should be reduced hased oh this particutar study. Specllically o do 5o would open
up the entire poputatian of cwar 300 Al stop points around the country 1o examination.
Based upan our axpartance, ihs arlines, n sgveryl instonces, are 40ing morsa than what
in caled for in the contract, Additionaly, & unifgm Sysicm rato yekls an overall cost
sovuntage to The Postal service. We will giva spacial etlartion o this item i arrving at
the rewe lor the upcoming A3YS 2001 conlract. An evaluaton of ary palantal savings will
be datermined as we move forward wilh 1ha ASYS 2001 contracl.

3. Efminate prowisions thet arohlot Contract <aia adjustments when Sarvice changes oo bl e
nuw Al Syslems contract

Essgonse Wa balave St the conlracl adagalely aliows for ric changes due ta charged
= conditions throughout the term., But wa will re-sveluste end sliminate the provisions, if
ueteseary, in the upcoming months leading up (o ASYS 2001.

Nota® Tho recomrendalions are dirscied at the 200 ASYS contrast, not tho cxisting sontise:.
As lang as wg $mploy 8 unitorm rate contracl, we thn' that an averall cost agvantuge
seorJes {0 [hve Postal Service, howovor, ona of the constrainls that must be takan st
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comsiuwrution i that not every operationa varlant can be addressad on B case by case
tyerars.

The recommendations outiined i tha subjeact (aport will be pursued s wn move Into a
compelitive pachasing enviconmenl Based on our axperisncas in contracting with large
suppliare for alr tansportation and ground hendling services, wa wil Imprave overall parformence,
but it wilt Ukety ba at &n avernge le-hau! cost greater then 5.32 per pound mie

Thank you for your fasdback, and we ook forward to warking with you and the membars of your
wam {n the future,

J. Young., Manager :<"

HNatlonal Mall Transpartalion Purchasing
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Major Contributors to
the Report




